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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

PARR, Judge: Respondent determ ned deficiencies in, and
additions to or penalties on, petitioner's Federal incone taxes

as foll ows:



Additions to Tax or Penalties
Sec. Sec. Sec. Sec. Sec. Sec. Sec.
FYE Defi ci ency 6651(a) (1) 6651(a)(2) 6653(a) (1) 6661(a) 6662(a) 6662(d) 6662(e)

6/30/89 $1, 200, 812 $300, 203 -- $60, 041 $300, 203
6/ 30/ 90 1,976, 911 494, 228 -- -- --

6/ 30/ 91 1,741,876 435, 469 -- -- -- --

6/ 30/ 92 741, 723 33,730 $3, 748 -- -- $149, 911

$268, 434 $253, 897
206, 786 283,178

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable years in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

After concessions,! the issue for decision is whether the
commi ssion fees petitioner received fromcertain related entities
constituted armi s-length charges for the services rendered. W
hol d that petitioner did not receive an arm s-length conmm ssion
rate and that the conm ssion rate should be adjusted as stated
her ei n.

FI NDI NGS OF FACT

Sonme facts have been stipulated and are so found. The
stipulation of facts, supplenental stipulation of facts, and
attached exhibits are incorporated herein by this reference.
When it filed its petitions, petitioner had its principal office
i n Nogal es, Arizona.

Petitioner, an Arizona corporation, is in the business of
distributing and marketing in the United States fresh produce

grown nostly in Mexico. Petitioner files its Federal corporate

1See appendi x.
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income tax returns on an accrual basis, using a tax year ending
June 30. 2

During the years in issue, Alejandro Canel os Rodriguez (M.
Canel os) owned 57 percent of petitioner's comon stock. H's
cousin, Basilio Georgacopul os Kanel opul os (M. Kanel opul 0s),
owned 40.5 percent of the common stock, and M. Canel os' sister,
Juana Canel os de Castro, owned the remaining 2.5 percent. During
those years, M. Canelos served as petitioner's president and
chai rman of the board of directors, and M. Kanel opul os served as
its treasurer.

During the years in issue, petitioner had warehouse
operations in both Arizona and California. Petitioner handl ed
produce year-round and was considered to be a major distributor
of fresh produce, in a normal year averaging 17 percent of the
entire U S. fresh market tomato inports. Petitioner held a
license issued by the U S. Departnment of Agriculture (DOA)
pursuant to the Perishable Agricultural Commodities Act (PACA),
ch. 436, secs. 3 and 4, 46 Stat. 531, 533, which permtted it to
sell and distribute produce in the United States. Petitioner's
mai n source of inconme canme from providing produce distribution

services, and nost of its costs were associated with providing

2Petitioner used a fiscal year ending Sept. 30 until Sept.
30, 1987. After that date, petitioner changed its accounting
period to a fiscal year ending June 30 for both book and incone
t ax purposes.



those services. Petitioner's major expenses were fixed costs,
al though it had some capital investnents in warehouses and
equi pnent .
For years ending 1980 through 1994, petitioner reported the
foll ow ng taxable inconme, before net operating | oss deductions or

carryovers:

FYE | ncome
1980 $52, 621
1981 13, 169
1982 186, 148
1983 228, 346
1984 204, 601
1985 86, 863
1986 (680, 868)
1987 (908, 015)
1988 (116, 678)
1989 (740, 114)
1990 (308, 478)
1991 (1,538, 326)
1992 (1, 565, 929)
1993 (213, 587)
1994 411, 827

During the years in issue, petitioner primarily sold
tomat oes, but it also marketed ot her produce, including
cucunbers, bell peppers, nelons, and grapes. During those years,
petitioner distributed produce for Mexican growers (Canel os
growers) that were related to and controlled by M. Canelos. For
the years in issue, the Canel os growers operated under various
names, including Canel os Hermanos, Frutas y Vegetales Del Valle

(Frutave), Adm nistradora Horticola Del Tamazul a (Adhota), and



Productora ABC (Productora).® The parties stipulated that M.
Canel os controll ed petitioner and the Canel os growers wthin the
meani ng of section 1.482-1(a)(3) through (5), Inconme Tax Regs.
The Canel os growers have been distributing produce in Mexico for
al nost as |long as they have been distributing produce in the
United States, and the Canel os growers have established
rel ati onshi ps with Mexican buyers. They operated out of M.
Canel os' main office in Culiacan, Sinaloa, Mexico. Hereinafter,
we Wil refer to petitioner and the Canel os growers col |l ectively
as the Canelos group; to M. Canel os and his brother Constantino
Canel os Rodriguez (Constantino) collectively as the Canel os
brothers; to the Canel os brothers and nenbers of their famlies
collectively as the Canelos famly; and to the Canelos famly and
their rel ated busi nesses collectively as the Canel os
organi zation. The Canel os organi zation functioned as a
vertically integrated operation with farm ng, packing, and
trucki ng operations in Mexico and sales and distribution
operations in the United States.

For the years in issue, the Canel os growers' produce sal es
accounted for 98.76 percent, 99.28 percent, 89.24 percent, and

95.87 percent, respectively, of petitioner's total sales.

3Al t hough the entities under which the Canel os growers
oper ated changed nanes during the years in issue, the majority of
t he nenbers remai ned t he sane.
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Petitioner had the follow ng sales and volume activity rel ating

to the Canelos growers for the years in issue:

FYE Sal es Boxes
1989 $43, 037, 000 6, 209, 000
1990 63, 445, 000 6, 188, 000
1991 29, 013, 000 3,915, 000
1992 22, 755, 000 2,099, 000

Petitioner's main selling season ran from Novenber through
md-May. It worked solely on comm ssion, and, except for produce
sol d through Robling & Cathey, L.A., Inc. (RCLA),* a conpany
owned by the Canelos brothers, petitioner did not take title to
the produce it distributed.

In addition to the Canel os growers' produce, petitioner
di stributed produce for independent Mexican growers (otros
growers) not related to or controlled by the Canelos famly. The
otros growers generally were small growers who produced a
different line of produce (e.g., grapes, European cucunbers,
squash, nelons) fromthe main |lines of produce handl ed by the

Canel os group. None of the otros growers shipped tonatoes.

4RCLA Division functioned as a separate division of
petitioner until petitioner sold the division' s assets to RCLA
effective June 30, 1990. RCLA was owned by International Farm
Equi prrent Distributors, Inc., a Liberian corporation owned
equally by M. Canel os and Constantino. Produce sold through
RCLA is not in issue in the instant cases.



During the years in issue, services generally perfornmed by
petitioner on behalf of the growers it represented, both rel ated
and unrel ated, included:

(a) H ring Mexican custons brokers to arrange for
border inspections and clearing activities by Mexican
custons, the DOA, and Mexican trade associ ati ons;

(b) hiring U S. custons brokers to arrange for
i nspection and clearing activities on the U S. side of the
bor der;

(c) paying border-crossing fees and charges, which then
were charged directly to the growers' accounts;

(d) for 1989, 1990, and 1991, payi ng Mexican | abor
expenses for | oading and unl oadi ng produce to be inspected
on the Mexican side of the border, which were not charged to
the growers;

(e) paying Mexican | egal expenses incurred with respect
to border crossings, which were not charged to the growers;

(f) storing the growers' produce at petitioner's
di stribution warehouses in Nogal es, Arizona, and/or San
D ego, California;

(g) paying | aborers for unloading the produce at the
war ehouses;

(h) inspecting the produce at the warehouses for

damage, perishability, and disease;
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(1) paying any expenses incurred in repacking the
produce if the pallets or cartons were torn, broken, or
crushed when the produce arrived;

(j) destroying or returning to the grower any produce
that petitioner found unsatisfactory;

(k) enploying sal espeopl e who negoti ated the sal es
terms, including the price to be paid for the produce;

(1) invoicing the sales;

(m arranging with the purchaser shipping schedul es of
the produce from petitioner's warehouses;

(n) loading sold produce onto the trucks of the
pur chaser;

(o) collecting fromthe purchaser the proceeds fromthe
produce sales and crediting the growers' accounts when the
produce was sol d;

(p) performng all duties associated with collecting
the proceeds fromthe sales of produce, including filing
PACA clains with respect to uncoll ected accounts;

(q) liquidating the growers' accounts;®

(r) meking final liquidations by disbursing funds from

a grower's liquidation account at the end of the grow ng

°A grower |iquidation is the paynent to the grower of the
di fference between the sales price and the charges and costs for
selling the grower's produce.



season or after 30 to 40 days fromthe date of the | ast
sal e;
(s) debiting accounts receivable and crediting sal es
for the full anpbunt of the sale upon a sale of a grower's
produce to a purchaser (a sale could include produce from
both rel ated and unrel ated growers);
(t) conducting pronotional activities, such as
designing print advertisenents and participating in industry
trade shows; and
(u) performng at the grower's expense pronoti onal
activities involving | abels not owmed by either petitioner
or related growers.
In I'iquidating an account, petitioner subtracted fromthe sales
proceeds its comm ssion and all expenses and costs due fromthe
grower. Petitioner then disbursed the remaining funds to the
grower and gave the grower a "liquidation sheet" (final
settl enment statenent).

Additionally, petitioner perfornmed the follow ng services
solely for the Canelos famly or for the Canel os growers:

(a) Making sal es proceeds available for offset to the
Canel os growers' | oan accounts or for disbursenent to them
as soon as the sales were nade;

(b) perform ng personal adm nistrative duties, such as

paying bills, for Canelos famly nenbers;
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(c) performng admnistrative duties for other entities
owned or controlled by Canelos fam |y nenbers;

(d) in 1989 and 1990, payi ng an enpl oyee of the Canel os
brothers or their related entities to coordi nate growers,

not the otros growers, in the Baja California, Mxico,

region (Baja) and to find additional |and owners whose

produce coul d be shi pped through the Canel os organi zation's
packi ng plant in the Baja.

Al berto Mal donado Guerra (M. Ml donado) served as
petitioner's general manager during the years in issue. He
reported directly to M. Canelos. M. Ml donado oversaw
petitioner's day-to-day operations. He nonitored petitioner's
financial status through daily sales reports, weekly receivabl es
and payabl es data, and trial balances. |In addition to his
position as petitioner's general manager, M. Ml donado served as
secretary-treasurer of Apollo Produce Distributors (Apollo),
whi ch al so was owned by the Canel os brothers.

Petitioner's head bookkeeper and office manager, Eva Padilla
(Ms. Padilla), reported directly to M. Ml donado. Ms. Padilla
al so served as vice president and secretary and a nenber of the
board of directors of RCLA. In addition, she owned Apache
Produce Distributors, Inc. (Apache), with her husband, Peter
Padilla (M. Padilla). M. Padilla served as president of

Apache.
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Petitioner had approximately 10 people in its accounting
section. It contracted wth RCLA to performthe sales function.

Rel ati onship Wth Dol e

I n Novenber 1981, the Canel os group began doi ng busi ness
with Dol e Food Co. (Dole),® Dole, a publicly held conpany, or
sonme of its subsidiaries or affiliated conpanies. Hereinafter,
Dole and its subsidiaries or affiliated conpanies collectively
will be referred to as Dole. The business relationship between
the Canel os group and Dol e constituted a joint venture.

The first agreenment between Dol e and the Canel os group was a
1-year contract (1981 contract), entitled "Sal es Subagency
Agreenent”, in which petitioner and Standard Fruit and Steanship
Co. (Standard Fruit), a conpany affiliated with Dole, were the
designated parties. In the 1981 contract, Standard Fruit agreed
to use its marketing resources to market nore effectively in the
United States and Canada tonat oes, cucunbers, and bell peppers
grown by the Canelos growers in the Culiacan district of Mexico.
Standard Fruit would receive a comm ssion of 25 percent of total
profit of each product, conputed after subtracting fromtotal

revenue (from sales of the product by Standard Fruit, petitioner,

®Some documents in the record refer to Castle & Cooke, Inc.,
rather than to Dole. Although the exact business relationship is
not explained in the record, it appears that Dole Food Co. was a
di vision of Castle & Cooke, Inc., for at |east sone portion of
the years in issue. For sinmplicity, we will use the nanme Dol e
t hr oughout .
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or the Canel os growers) selling costs, freight costs, product
costs, and any Mexican-inputed busi ness taxes assessed on sal es
of the product. Included in selling costs was a comm ssion of 40
cents per box paid to petitioner. Standard Fruit further agreed
to share in 25 percent of the |osses and to advance the worKking
capital needs of the venture up to $2.5 mllion.

In July 1982, petitioner and Produce Anerica, Inc. (Produce
Anerica), a subsidiary of Dole, entered into a 5-year agreenent
(1982 contract) entitled "Sal es Subagency Agreenment”. In the
1982 contract, Produce Anerica agreed to use its marketing
resources to market nore effectively in the United States,

Canada, and Europe tomatoes, cucunbers, bell peppers, squash, and
eggpl ant grown by the Canel os growers in various areas in Mexico.
It received a comm ssion of 50 percent of the total profit of
each product. Profit was conputed after subtracting fromtotal
sal es revenue selling costs, freight costs, product costs,

duties, and any Mexican-inputed busi ness taxes assessed on sal es
of the product. Included in selling costs was a comm ssion of 40
cents per box paid to petitioner. Produce Anerica further agreed
to share in 50 percent of the |osses and to advance the worKking
capital needs of the venture up to an anmount nutually agreed upon

by the parties.



The SCP Contr act

As of June 16, 1985, petitioner and Sun Country Produce,
Inc. (SCP), a wholly owned subsidiary of Dole, entered into a 5-
year agreenment (SCP contract) entitled "Sal es Subagency
Agreenent". The SCP contract superseded the 1982 contract and,
as anmended, was in effect during the years in issue.
Hereinafter, we will sonetines refer to the overall business
rel ati onshi p between the Canel os group and Dol e under the SCP
contract as the SCP deal

Under the SCP contract, SCP agreed to use its marketing
resources to market nore effectively in the United States,
Canada, and certain countries in Europe tomatoes, cucunbers, bel
peppers, squash, eggplant, and any other fresh produce specified
by the parties that was grown by the Canel os growers in various
areas in Mexico. SCP received a conm ssion generally of 45

percent’ of the total profit on each product. Profit was

’Sec. 2.01 of the Sal es Subagency Agreenent dated as of June
16, 1985, provides in pertinent part:

2.01 Conm ssion

At the begi nning of each grow ng season,
G A C and S.C.P. shall nmutually agree upon an annual
profit target for all Products in the Territories.
Each year during the termof the Agreenent, S.C. P
shal |, as conpensation for its services, be paid a
comm ssion, for any annual period in which the actual
profit equals or is less than the annual profit target,
of forty-five percent (45% of the final season-end
(continued. ..)
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conputed after subtracting fromtotal sales revenue selling
costs, freight costs, product costs, inport duties, any Mexican

i nput ed busi ness taxes assessed on sal es of the product, and any
exchange rate | osses due to either devaluation of the peso or the
currency repatriation requirenents of the Mexi can Governnent.
Included in selling costs was a conm ssion of 40 cents per box
paid to petitioner. The Canel os growers received the remaining
55-percent share of the profits. SCP further agreed to share in
50 percent of the | osses and to advance funds for the working
capital needs of the venture up to an anmount nutually agreed upon
by the parties. Petitioner executed prom ssory notes with SCP in

whi ch petitioner prom sed to repay the advances, and M. Canel os

(... continued)

profit calculation made with respect to the growi ng and
mar keti ng of the products during the annual period as
specified in Section 2.02. For any annual period in
whi ch the actual annual profit exceeds the annual

profit target, the foll ow ng conm ssion shall be paid

to S.C. P.:
S.C.P. COW SS| ON
AMOUNT OVER ANNUAL PERCENTAGE ON AMOUNT
PROFI T TARGET OVER PROFI T TARGET
Up to $2, 000, 000 40%
$2, 000, 001 to $4, 000, 000 35%
$4, 000, 001 and Over 30%

Should GA C. and S.C.P. be unable to reach
agreenent, as to the annual profit target for any
annual period during the termof this Agreenent, the
parties hereby agree that the annual profit target for
such annual period shall be the | ower of the previous
annual period's budget projections or actual financial
results as shown on the financial statenents.
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guaranteed themindividually and as petitioner's president. SCP
gave the Canel os group the right to use the Dole trademark in
connection with the distribution and sale of the products. 1In
addition, the Canel os brothers gave SCP a nontransferabl e,
nonexcl usive license to use their ABC trademark® in connection
with the distribution and sale of products for the duration of
the contract.®

Petitioner agreed to arrange for consignnment to SCP, for
sal e pursuant to the SCP contract, a mninmum of 25 percent of the
total aggregate production by the Canel os growers. Petitioner
al so agreed to be responsible for invoicing all sales arranged
for or by SCP. Under the SCP contract, petitioner did not share
in the net profits or | osses of the joint venture, and its only
conpensation was its comm ssion.

SCP separately paid for and provi ded additional marketing
support to petitioner, including the foll ow ng additional
services to petitioner: Enploying one or two SCP sal esnen to

work at petitioner's offices and help sell petitioner's produce;

8Al t hough M. Canel os' father established and registered the
ABC | abel in Culiacan, Mexico, petitioner registered the ABC
| abel in the United States under petitioner's name when the
Canel os group began dealing with Dol e.

°The SCP contract allowed petitioner to use the Dole |abe
and Dole to use the ABC | abel wi thout specific charge. The
benefit of usage of those |abels was included in the conm ssion
rat es charged.
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provi di ng National Trade Association advertising; providing
booths at industry trade shows; and pronoting petitioner's ABC
| abel through association and advertising with Dol e.

No witten contract authorized petitioner to represent the
Canel os growers in negotiations with SCP or to enter into the SCP
contract. Although, in form the SCP contract designated
petitioner and SCP as the parties to the contract, the SCP
contract stated, anong other things, that both M. Canel os and
Constantino, individually and on behalf of the Canel os growers,
intervened in the agreenent and agreed "to perform and be bound
by all obligations, undertakings and duties incurred in the above
Agreement by or as 'the Growers'."1
In 1988, by oral agreenent, the Canel os group and SCP rai sed

petitioner's comm ssion rate under the SCP contract according to

a fornmula that, in practice, gave petitioner a conm ssion rate of

0By anendnent dated as of Nov. 1, 1989, Frutave al so
"[intervened]” in the SCP contract and agreed "to perform and be
bound by all obligations, undertakings and duties incurred in the
Agreenent by or as 'the Gowers'."
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55 cents per box during the years in issue. Petitioner's per-
box comm ssion rate was not affected by produce price
fluctuations.

In 1992, petitioner received a comm ssion of 12 percent of
gross sales for produce distributed for Productora in the Baja
under the SCP contract.

I n negotiating the SCP contract on behalf of petitioner, M.
Mal donado reviewed petitioner's general accounting and production
records and consi dered petitioner's fixed costs, its costs per
box, the nunber of packs petitioner had sold in previous years,
its previous years' inconme, and the avail abl e projections.

Dol e's representatives prepared budgets and projections for
the SCP deal fromdata, including information on volunme and
production, supplied by M. Canelos's farm ng operations. SCP
i ncorporated the data into budget books which gave annual and
hi storical data on the SCP deal. The Canel os brothers and M.
Mal donado reviewed the data in the budget books for 1983 through

1993. The Canel os brothers, M. Ml donado, and representatives

1By oral agreement, the conmission rate was anended
commencing with the 1988-89 grow ng season as foll ows:

Nunber of boxes Conmi ssi on_per box
14, 000, 000 or greater $.35
12, 000, 000 to 13, 999, 999 .40
10, 000, 000 to 11, 999, 999 . 45
8, 000, 000 to 9, 999, 999 .50

Less than 8, 000, 000 .55
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of Dol e each agreed to the closing yearly summary sheets for the
years 1985 to 1992 showi ng overall profits or |losses for SCP, the
Canel os growers, and petitioner.

M . Mal donado and petitioner's other enployees provided
information to SCP and M. Canel os regarding petitioner's day-to-
day distribution function under the SCP contract. SCP's
enpl oyees and representatives in Mexico obtained information
directly fromthe Canel os growers regarding their day-to-day
farm ng operations under the SCP contract. At the end of each
grow ng season between 1989 and 1992, M. Ml donado reviewed data
on petitioner's | osses, and he provided M. Canelos with that
data, thereby making M. Canel os aware that petitioner was | osing
nmoney under the SCP contract.

Petitioner conm ngled funds advanced by SCP, received from
produce sales, and |lent by commercial banks, thereby making it
i npossible to trace funds from SCP to a specific grower.
Petitioner's records do not show advances, including worKking
capital and |iquidation advances, to specific growers.

Dol e generally used a per box comm ssion rate for its
di stribution operations. Dole's normal comm ssion charge during
the years in issue was 55 cents per box. Al of petitioner's
contracts with Dole provided for a comm ssion rate on the basis

of boxes of produce. Although some of petitioner's conpetitors
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charged conm ssions on a per-box basis, nost of them charged on
the basis of a percentage of sales.

Petitioner was included in the SCP deal because Dol e wanted
a US. conpany to be involved in the transaction. No witten
contracts exist authorizing petitioner to represent the Canel os
growers in negotiations wwth SCP or to enter into the SCP
contract. In the negotiations with Dole, M. Canelos and M.

Mal donado negoti ated on behalf of petitioner. The Canel os

brot hers negotiated on behal f of the Canel os growers. M.
Canel os had overall authority over the negotiations with Dole on
behal f of petitioner and the Canel os growers.

For year ending 1986, Dol e estimated that the Canel os
growers woul d export approximately 7 mllion boxes of tomatoes,
in addition to approximately 3 mllion boxes of other produce.
For the years in issue, the nunber of boxes of produce Dol e
estimated that petitioner would sell for the Canel os growers, and

t he nunber of packs actually sold, were as foll ows:

FYE Budget ed Sol d

1989 16, 000, 000 6, 209, 080
1990 19, 000, 000 6, 188, 221
1991 22,000, 000 3,915, 244
1992 25, 000, 000 2,794, 408

For years ending before 1985, petitioner never sold nore than
6, 104, 000 boxes of produce. During the year endi ng 1985,

petitioner sold 7,526,000 boxes. For years ending after 1986,
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petitioner never sold nore than the nunber of boxes sold in the
year endi ng 1985.

The SCP contract began in June 1985, and the first sales
under the contract were reported on petitioner's tax return for
the year ending 1986. Petitioner showed | osses on its tax
returns for all the years beginning with and foll owm ng year
endi ng 1986.

The SCP contract provided for an automatic 5-year extension
absent notice of revocation given 1 year before its June 15,
1990, expiration date. In 1990, the SCP contract was extended
automatically for 5 years when petitioner did not give SCP a
noti ce of cancellation by June 16, 1989.

The Canel os growers did not pay U S. incone taxes on their
share of the profits earned under the SCP contract.

Petitioner, the Canel os growers, and SCP term nated the SCP
deal and extinguished all their obligations and busi ness
rel ati onshi ps under the SCP contract effective May 14, 1993. As
part of the term nation agreenent and settlement of accounts
bet ween the Canel os group and SCP, the Canel os brothers and their
related entities repaid advances SCP had rmade to petitioner.

The Canel os Organi zati on

During the years in issue, the Canel os brothers used Canel os
Her manos, an uni ncor porated busi ness associ ation, as the name of

the farm ng operations they jointly owned and operated. Canel os
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Her manos al so di d busi ness as Enpaque ABC, which referred to the
Canel os Baj a produce and a Canel os farmi's packing shed in the
Baja. Petitioner owed the ABC | abel and sold Canel os growers'
No. 1 grade produce under that |abel, as well as under the Dol e
| abel .

Canel os Hermanos was the only Mexican grower, except for the
otros growers, which shipped produce through petitioner fromJuly
1, 1988, through August 7, 1989. Canel os Hernmanos represented
the Canel os farm ng operations with respect to Dole, SCP, and
petitioner until 1989, when Frutave was fornmed and Canel os
Her manos no | onger was used.

M. Canel os was chairman of the board of directors for
Frutave fromits incorporation on March 8, 1989, through 1992.
Bet ween August 8, 1989, and Septenber 23, 1990, Frutave was the
Canel os entity through which the Canel os growers operated under
the SCP contract. Frutave was the only Mexican grower, except
for the otros growers, which shipped produce through petitioner
from August 8, 1989, through Septenber 23, 1990. On Novenber 1,
1989, Frutave agreed to be bound by the obligations,
undertaki ngs, and duties of the Canel os growers in the SCP
contract and guaranteed petitioner's prom ssory notes entered
into with SCP.

M. Canel os was the chairman of the board of directors of

Adhota fromits incorporation on Septenber 24, 1990, through
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1992. Adhota shi pped produce through petitioner from Septenber
24, 1990, through the tinme of trial. From Septenber 24, 1990,
Adhota was the Canelos entity through which the Canel os growers
oper ated under the SCP contract.

M. Canel os was the general director of Productora fromits
i ncorporation on March 7, 1991, through 1992. Productora shi pped
produce through petitioner fromMrch 7, 1991, through June 30,
1992. Productora bought the produce it distributed through
petitioner from several farns.

During the years in issue, the Canelos famly owned and
control |l ed packing sheds in Mexico in Culiacan, N o, and the
Baja. The managers at the packing sheds reported to Constantino
and ot her nenbers of the Canelos farm ng operations. Wth the
exception of the otros growers' produce, all Mexican produce
di stributed through petitioner cane through those packi ng sheds.
Canel os Hermanos, Frutave, Adhota, and Productora coordi nated the
di stribution of the produce shipped through petitioner fromthe
time that it left the packing shed until the time that the
proceeds fromthe sale of the produce were returned to them The
majority of the produce sold under the SCP contract canme fromthe
Canel os fam|ly's Mexican packi ng houses.

M. Canel os was president of Transportes de Carga y Express
(Transportes) during the years in issue. Transportes, a trucking

conpany, transported the Canel os produce distributed through
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petitioner and Apache from Mexico to petitioner's and Apache's
war ehouses in Nogal es, Arizona. WMst of the produce sold under
the SCP contract was transported by Transportes.

During the years in issue, M. Canel os owned and operated
SUNCO and Al con, Inc. (Alcon), two Liberian corporations. SUNCO
handl ed the | oadi ng and unl oadi ng of petitioner's produce on the
Mexi can side of the border. Alcon paid a portion of petitioner's
prom ssory notes for advances from SCP under the SCP contract.

The Canel os brothers owned and controlled Apollo. Apollo
did not sell or distribute produce for the Canel os growers.
Apol | o purchased cartons, seed, and various farm ng chem cals and
resold themto the Canel os growers. Apollo also purchased
cartons for petitioner's other growers. In addition, during the
years in issue, Apollo rented warehouse space to petitioner in
California and to Apache and Bud Antle, Inc. (Bud Antle), a
whol |y owned subsidiary of Dole, in petitioner's conplex in
Nogal es, Arizona. Apollo gave Apache the | owest rental rate
Apache could find for the warehouse it rented from Apol | o.

Apol l o and petitioner for years ending 1989 and 1990, and
Apol | o, petitioner, and RCLA for years ending 1991 and 1992,
constituted a controlled group within the nmeani ng of section
1563.

In his negotiations with Dole, M. Canelos attenpted to

reach an agreenent that in the whole benefited his produce-
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rel ated businesses, including, but not limted to, petitioner,
t he Canel os growers, Transportes, Enpaque ABC, and SUNCO.

Pot enti al Conparabl e Transacti ons

The G ros G owers

Petitioner distributed grapes, European cucunbers, squash,
and nelons for the otros growers. During the years in issue,
produce fromthe otros growers that petitioner distributed did
not include tomatoes. Petitioner charged thema comm ssion rate
of the greater of 55 cents per box or 10 percent of sales for
servi ces including border crossing, |oading and unl oadi ng,
war ehousi ng, marketing, collecting of sales proceeds, |iquidating
the accounts, and distributing the sales proceeds. Petitioner
retai ned 55 cents per box of the conm ssion fees collected and
gave any renmai ning portion of the fees to the Canel os growers.
Petitioner also provided technical assistance and advances for
seed, boxes, freight, custons brokerage expenses, and ot her
expenses for which the otros growers reinbursed petitioner.

During the years in issue, petitioner sonetines nade noney
advances, described as "adel antes” on petitioner's books, to the
otros growers. The funds for the adel antes sonetinmes cane from
funds that SCP lent to petitioner for advances for the SCP deal.
Petitioner generally made final |iquidations to and paid al
otros growers 30 to 40 days after the final sale of their

pr oduce.



- 25 -

Petitioner was the only entity within the Canel os
organi zation that provided marketing or distributing services for
the otros growers. The Canel os growers did not provide any free
services or supplies to the otros growers, such as free cartons,
seed, picking, packing, transportation, or |oading or unloading
of trucks, except for technical assistance and other
m scel | aneous itens provided to grape growers in 1992. The
Canel os growers had no contracts with the otros growers. The
otros growers did not report to M. Canelos. They did not share
in the split of profits between the Canel os growers and SCP under
the SCP contract, and they received none of the proceeds fromthe
Canel os growers. Neither M. Canelos nor Constantino had any
authority to represent the otros growers, and they did not
performany service for them No joint venture agreenent existed
between the otros growers and petitioner or SCP. The otros
growers were not a part of the SCP contract.

Apache

Apache began operating in 1986. From 1987 through the tine
of trial, it sold and distributed the Canel os growers' No. 2
grade tomat oes. Apache sold in different produce markets than
the markets petitioner used to sell the Canelos growers No. 1
tomatoes. Cenerally, No. 2 tomatoes sold at a | ower price than
No. 1 tomatoes. The agreenent between Apache and the Canel os

growers relating to Apache's sales of the Canel os growers' No. 2
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tomatoes in the SCP deal was not in witing. SCP received the
sane profit or loss split whether petitioner or Apache sold the
Canel os growers' produce.

For the years 1988 through 1992, the Canel os growers'
busi ness represented between 70 and 90 percent of Apache's sal es.
Apache perfornmed the sanme major distribution functions for the
Canel os growers that petitioner perforned for them Apache did
not provide financing for the Canel os growers. Apache used
SUNCO s facility for crossing the border and paid SUNCO directly
for that use. Apache did not advance noney, seed, or boxes to
its custonmers. Unlike petitioner, Apache purchased substanti al
anmounts of produce and resold it in the years in issue.
Petitioner handled the liquidation and transfer of funds to the
Canel os growers for Apache. Apache occasionally used the Canel os
growers' Mexican loading facilities.

I n general, Apache charged the Canel os growers a conmi ssion
rate of 5 percent of gross sales and a handling charge of 15
cents per box. In addition to the handling charge of 15 cents
per box, Apache's comm ssion rate for its other custoners varied
between 7 and 12 percent, depending on the services rendered.

Apache put the proceeds fromthe Canel os growers' sales in
Apache's bank account. It kept those proceeds until petitioner
or M. Canel os asked for the funds to be transferred to

petitioner or distributed to M. Canelos. Those transfers



- 27 -

frequently were nmade several nonths after the Mexican produce
growi ng season ending in April or May. For the years 1989

t hrough 1992, Apache transferred sal es proceeds fromthe Canel os
growers' produce in the anbunts of $11, 651,670 to petitioner's
account and $15,000 to the bank account of M. Canelos' wife.

On its Federal corporate income tax returns for years endi ng
August 31, 1989, through 1992, Apache reported gross receipts of
$705, 566, $801, 037, $756, 640, and $270,999; interest incone of
$23, 102, $89, 078, $53, 142, and $29, 738; cost of goods sold of
$353, 850, $363, 345, $228,847, and $11, 281; and taxable incone
(loss) of $99, 084, $78, 104, $101, 246, and ($278, 837).

M. Padilla was Apache's primary sal esman, and Apache had
fewer enpl oyees than petitioner. Apache's fixed costs were | ower
than petitioner's fixed costs. M. Ml donado, on behalf of M.
Canel os and the Canelos growers, and M. Padilla, on behalf of
Apache, determ ned the conmm ssion rate that Apache woul d receive
for selling the Canel os growers' produce. M. Ml donado had no
selling, marketing, or operational responsibilities for Apache.

Bud Antle

Begi nning in 1986 and continuing through a portion of 1989,
Bud Antle distributed celery, brussels sprouts, and,
subsequently, lettuce for the Canel os growers as part of the SCP
deal. Initially, Bud Antle received a conm ssion of 10 percent

of sales, one-half of which was absorbed by SCP. Petitioner
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recei ved a comm ssion of 40 cents per box fromthe proceeds of
the produce sold for the services it perfornmed in distributing
brussels sprouts, celery, and lettuce for Bud Antle.

I n Novenber 1988, Bud Antle formally becane a party to the
SCP contract through a docunent entitled "Second Amendnent to
Sal es Subagency Agreenent" (Bud Antle anmendnent), wherein from
Novenber 1, 1988, to June 1, 1989, petitioner appointed Bud Antle
as its subagent relating to the marketing and sale of |ettuce,
celery, and brussels sprouts grown by the Canel os growers in
Mexi co. Under the Bud Antle anmendnent, the term"SCP" was
defined to include Bud Antle. SCP and Bud Antle shared in the
profits fromthe sale of the produce covered under the SCP
contract, as anended. In addition, petitioner's conmm ssion of 40
cents per box was elimnated with respect to the produce sold by
Bud Antle; instead, Bud Antle received a comm ssion of 34 cents
per box as conpensation for services in distributing the |ettuce,
celery, and brussels sprouts. Petitioner, nonethel ess, received
a conmm ssion of 20 cents per pack for border crossing and rel ated
services relating to the Canel os growers' produce that Bud Antle
distributed for them |In operation, Bud Antle did not receive
its comm ssion as a direct paynent. Rather, Dole made an
internal allocation on its books and records to account for the
comm ssion. SCP advanced financing to the Canel os growers for

t he produce included under the Bud Antle anmendnent. Bud Antle
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took full legal and beneficial title to the produce in Mexico
after its harvest. WIliamHeintz (M. Heintz)!? negotiated the
Bud Antl e anendnent on behalf of SCP and Bud Antle, and M.
Canel os negoti ated on behal f of petitioner.

On Novenber 1, 1989, Bud Antle entered into an agreenent
with the Canel os growers and the Canel os brothers entitled the
"Custom Farm ng and Crop Purchase Agreenent” (Bud Antle Purchase
Agreenent). The termof the Bud Antl e Purchase Agreenent was
Novenmber 1, 1989, through June 1, 1990. The Canel os brothers
negotiated the terns of the Bud Antle Purchase Agreenent on
behal f of Frutave and thensel ves, and M. Heintz negotiated on
behal f of Bud Antle. Under the Bud Antle Purchase Agreenent, Bud
Antl e purchased and took full legal and beneficial title to
| ettuce, celery, and brussels sprouts grown by the Canel os
growers in Mexico once the produce was harvested. As owner, Bud
Antl e sold the crops and col |l ected the sal es proceeds. Bud Antle
rei mbursed the Canel os growers for their estimated grow ng costs
and then paid to the Canel os growers 55 percent of the net sales

proceeds.® Bud Antle and the Canel os growers shared | osses

2W 1 1iam Heintz served as vice president and general
manager of SCP in 1983 and 1984 and as its president from 1985
t hrough 1992. In addition, he served as president of Bud Antle
in 1984 and a portion of 1985, after which he served as president
of Dol e Fresh Veget abl es.

13Net sal es proceeds were conputed in part by subtracting
(continued. ..)



- 30 -

equally. Bud Antle was responsible for arranging delivery of the
produce. Petitioner received a comm ssion of 20 cents per box
for its border crossing and sone distribution services relating
to the Canel os growers' produce sold by Bud Antle. The Bud Antle
Purchase Agreenent specifically stated that the parties to the
contract operated as independent businesses and did not intend to
create, and were not creating, anong other things a partnership
or a joint venture.

On Novenber 1, 1989, Bud Antle | eased a vegetable cold room
| oadi ng docks, a desk, and a tel ephone | ocated in Nogal es,
Arizona, from Apoll o.

Bud Antle also distributed produce in the United States for
growers not related to the Canel oses. For its services for the
unrel ated growers, Bud Antle negotiated an overall pack charge
for harvesting | abor and equi pnent, cartons, selling,
transportation, marketing, inventorying, warehousing, and
col l ecting sal es proceeds but which did not include any charges
for custons, |oading and unl oading at the border, nor warehousing
at the border. Bud Antle did not break down a conm ssion rate in

negotiating the overall pack charge, but for internal accounting

13¢. .. continued)

from sal es proceeds the growi ng costs, transportation costs,
petitioner's comm ssion of 20 cents per box, and an allocation
for Bud Antle's marketing charges (cal cul ated at $35,000 a year
pl us 34 cents per box sold by Bud Antle).
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pur poses, Bud Antle allocated a conm ssion of 55 cents per
package for its services. |In addition to the pack charge, Bud
Antl e received a share of the profits fromthe donestic sales.
Bud Antle did not performany border-crossing activities for its
donmestic growers and took title to the produce grown by the
domestic growers.

Bud Antle distributed the Canel os growers' |ettuce, brussels
sprouts, and celery produce from 1986 through 1991.

Van ke

In March 1988, petitioner entered into a nmarketing agreenent
(Van Dyke contract) with Van Dyke Farns (Van Dyke), an unrel ated
California grower. Pursuant to the Van Dyke contract, petitioner
agreed to market m x-nelons for Van Dyke from May 1 through
Decenber 31, 1988, for a marketing conm ssion of 8 percent of the
selling price F.O B. shipping point (Van Dyke deal). In
addi tion, Van Dyke rei nbursed petitioner for the services of
Davi d Rojas, one of petitioner's enployees. Consequently, Van
Dyke, in effect, paid a commssion rate of 9.5 percent of sales,
whi ch for the Van Dyke deal was the equivalent of a conm ssion
rate of 56 cents per box. Petitioner perforned no services for
Van Dyke ot her than marketing activities and | oadi ng and
unl oadi ng services, for which Van Dyke rei nbursed petitioner.

Van Dyke handl ed the warehousi ng and transporting of the nel ons.
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The Van Dyke contract did not involve border-crossing activities
because Van Dyke was | ocated in the United States.

Fresh Choice

Fresh Choi ce Produce, Inc. (Fresh Choice), a California
corporation, was a distributor of green onions. |In February
1992, Fresh Choice entered into a conmm ssion nerchant agreenent
(agreenment) with Manuel Vall adolid Seamanduras, on his own behal f
and as representative of Agro Industrias Vigor S RL. de C V.
(Agro), a Mexican corporation, and Vessey & Co. (Vessey), a
California corporation, in which each party agreed to share in
the profits fromthe sale of green onions'* grown by Agro in
Mexi co and marketed by Fresh Choice internationally (joint
venture). Fresh Choice's and Vassey's principal places of
busi ness were in the State of California.

Fresh Choi ce received a 25-percent share of the profits of
the joint venture, Agro received a 50-percent share, and Vessey
received a 25-percent share. Profits were cal cul ated net of
expenses paid by Fresh Choice on behalf of the joint venture and

of Fresh Choice's conm ssion, which was conputed as foll ows:

YAl t hough the agreenent on its face is linited to green
oni ons grown by Agros and sold by Fresh Choice, it appears that
the sale of brussels sprouts and snow peas al so was included in
the joint venture.



F.OB. Price

per unit Conmmi ssi on
$0 - $3.99 $. 25

4 - 5,99 .35

6 - 7.99 .45

8 and up .55

Agro was responsi ble for all costs associated with grow ng,
harvesting, packing, and delivering the green onions to Fresh
Choi ce.

In the agreenent, Fresh Choice agreed to performall the
work of transporting, receiving, storing, |oading, distributing,
and selling the green onions grown by Agro, to collect the sales
proceeds, and to provide technical assistance. It served as
i nporter of record of the green onions.

Fresh Choi ce al so agreed to advance working capital funds,
and, for that purpose, it provided a line of credit to Agro for
which it received interest on | oans against that line of credit.
Vessey al so provided financing for the joint venture.

Audit Determ nation

On audit, respondent determ ned that the 55-cent-per-box
conm ssion rate petitioner received fromthe Canel os growers did
not constitute an arm s-length charge. Consequently, respondent
i ncreased petitioner's incone for comm ssions fromthe Canel os

growers by the foll ow ng anounts:



Commi ssi on Commi ssi on

i ncome per i nconme as

FYE return | ncr ease adj ust ed
6/ 30/ 89 $3, 212, 829 $3, 120, 433 $6, 333, 262
6/ 30/ 90 3,186, 941 3,125, 044 6, 311, 985
6/ 30/ 91 2,184,932 3,178,952 5,363, 884
6/ 30/ 92 1,511, 017 3,179, 676 4,690, 693

Respondent cal cul ated the i ncreased comm ssion on the basis of
petitioner's operating costs plus 54 percent of those costs.
OPI NI ON

| n General

Section 482 gives the Comi ssioner broad authority to

al l ocate income, deductions, credits, or allowances between

15gec. 482 provi des:

In any case of two or nore organizations,
trades, or businesses (whether or not
i ncor porat ed, whether or not organized in the
United States, and whether or not affiliated)
owned or controlled directly or indirectly by the
sanme interests, the Secretary may distribute,
apportion, or allocate gross incone, deductions,
credits, or allowances between or anong such
organi zati ons, trades, or businesses, if he
determ nes that such distribution, apportionment,
or allocation is necessary in order to prevent
evasion of taxes or clearly to reflect the incone
of any of such organi zations, trades, or
busi nesses. In the case of any transfer (or
license) of intangible property (within the
meani ng of section 936(h)(3)(B)), the incone with
respect to such transfer or license shall be
commensurate wth the inconme attributable to the
i nt angi bl e.
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commonly control |l ed organi zations, trades, or businesses if the
Comm ssioner determnes that the allocation is necessary to
prevent the evasion of taxes or clearly to reflect the inconme of
the controlled entities. The purpose of section 482 is to
prevent the artificial shifting of the net incones of controlled
t axpayers by placing controlled taxpayers on a parity with

uncontrol l ed, unrel ated taxpayers. See Seagate Tech., Inc. &

Consol . Subs. v. Conmm ssioner, 102 T.C 149, 163 (1994);

Sundstrand Corp. & Subs. v. Conmnissioner, 96 T.C. 226, 352-353

(1991); Bausch & Lonb, Inc. v. Conm ssioner, 92 T.C. 525, 581

(1989), affd. 933 F.2d 1084 (2d Cir. 1991); Edwards v.

Commi ssioner, 67 T.C 224, 230 (1976); sec. 1.482-1(b)(1), Incone

Tax Regs. The Conm ssioner may nake all ocations under section
482 even in the absence of tax avoidance notives in order clearly
to reflect the respective incones of nenbers of the controlled

group. See Central Cuba Sugar Co. v. Conm ssioner, 198 F.2d 214,

215-216 (2d Cr. 1952), affg. in part and revg. in part 16 T.C
882 (1951). Thus, establishnment of a business purpose for a
transacti on does not necessarily insulate the taxpayer froma

section 482 allocation. See Bausch & Lonb, Inc. v. Commi SSioner,

supra at 582.
The parties have stipulated that M. Canel os controlled
petitioner and the Canel os growers within the nmeani ng of section

1.482-1(a)(3) through (5), Incone Tax Regs. Accordingly, a
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real l ocation of income between petitioner and the Canel os growers
is appropriate if the conpensation paid to petitioner relating to
its services for the related entities does not clearly reflect
the true taxable income of the nenbers of the controlled group

See Conmi ssioner v. First Sec. Bank, N. A, 405 U. S. 394, 400

(1972); Hospital Corp. of Am v. Conmm ssioner, 81 T.C 520, 594

(1983).

The regul ations set forth an arm s-length standard to
determ ne whether reall ocations between controlled entities are
needed. Thus, the regulations attenpt to identify the "true
taxabl e i ncone" of each entity on the basis of the taxable incone
whi ch woul d have resulted had the entities been uncontrolled
parties dealing at arms length. See sec. 1.482-1(b)(1), Incone
Tax Regs.

Respondent's determ nation as set forth in the notice of
deficiency is presunptively correct, and petitioner bears the
burden of disproving that determ nation. See Rule 142(a); Welch

v. Helvering, 290 U S. 111 (1933). Moreover, respondent's

section 482 determ nation nust be sustained absent a show ng that

he has abused his discretion. See Paccar, Inc. & Subs. v.

Commi ssioner, 85 T.C 754, 787 (1985), affd. 849 F.2d 393 (9th

Cr. 1988). To succeed, therefore, petitioner first nust show
that respondent’'s section 482 allocations are arbitrary,

capricious, or unreasonable. See GD. Searle & Co. V.
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Commi ssioner, 88 T.C 252, 359 (1987). \Whether respondent has

exceeded his discretion is a question of fact. See Anerican

Terrazzo Strip Co. v. Comm ssioner, 56 T.C. 961, 971 (1971). In
reviewi ng the reasonabl eness of respondent's determ nation, the
Court focuses on the reasonabl eness of the result, not on the

details of the nethodol ogy used. See Bausch & Lonb, Inc. V.

Conmi ssioner, supra at 582; Eli Lilly & Co. v. United States, 178

Ct. d. 666, 676, 372 F.2d 990, 997 (1967).

Shoul d the taxpayer overcone the Comm ssioner's presunption
of correctness and prove that the deficiencies set forth in the
notice of deficiency are arbitrary, capricious, or unreasonable,
but fail to prove that alternative allocations it proposes
satisfy the arm s-length standard, the Court nust determ ne from
the record the proper allocation of inconme between or anong the

controlled entities. See, e.g., Sundstrand Corp. & Subs. v.

Conmi ssi oner, supra at 354; Anerican Terrazzo Strip Co. V.

Conmi ssioner, supra; Nat Harrison Associates, lInc. V.

Conmm ssioner, 42 T.C. 601 (1964).

In the notices of deficiency, respondent cal cul ated that
petitioner's comm ssion inconme in total for the years in issue
shoul d be increased from $10, 095, 719 to $22,699, 824, an increase
of $12,604, 105. Respondent now has adopted Dr. Daniel J.

Frisch's (Dr. Frisch) opinion that petitioner's conm ssion incone
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in total for the years in issue should be increased to
$17,125,719, an increase of $7,030, 000.

The deficiencies respondent adopted at trial are
substantially | ower than the anmpbunts respondent determ ned and
are based on a different nethodology fromthe nethod used to
cal cul ate the notice amounts. Accordingly, generally petitioner
woul d need prove only that the conmssion it charged in the SCP
deal satisfied the arm s-length standard. See Nati onal

Senm conductor Corp. & Consol. Subs. v. Conm ssioner, T.C. Meno.

1994-195. Petitioner, however, contends that respondent’'s change
in method of calculating the deficiency, froma cost-plus

nmet hodol gy to a conparabl e pricing nethodol ogy, raises new matter
for which respondent bears the burden of proof. W need not
decide in this case whether respondent's use of a different

met hod for cal culating the deficiencies raises new nmatter

because, as discussed infra, the preponderance of the evidence
favors respondent.

Servi ces Requl ati ons

Section 1.482-2(b), Incone Tax Regs., applies to
transactions in which one related entity provides marketing,
manageri al, adm nistrative, technical, or other services for
another related entity for less than an arm s-length charge. See
sec. 1.482-2(b)(1), Inconme Tax Regs. An arnis-length charge is

defined as the "amount which was charged or woul d have been
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charged for the sanme or simlar services in independent
transactions with or between unrel ated parties under simlar
circunstances considering all relevant facts.”™ Sec. 1.482-
2(b)(3), Incone Tax Regs. Unless the services are an integral
part of the business activity of either the entity rendering the
services or the entity receiving them the armis-length charge is
deened to be equal to all the costs or deductions incurred which
are directly or indirectly related to the services perforned.

The taxpayer, however, nay establish a nore appropriate charge.
See sec. 1.482-2(b)(3) and (4), Inconme Tax Regs. The costs or
deductions incurred in rendering the services, however, are not
deened equal to the arm s-length charge for services which are an
integral part of the business activity of either the nmenber
rendering the services or the nenber receiving the benefit of the
services. See sec. 1.482-2(b)(7), Inconme Tax Regs.

Services are considered an integral part of the business
activity of a nenber of a group of controlled entities if: (i)
Either the renderer or the recipient is engaged in the trade or
busi ness of rendering simlar services to one or nore unrel ated
parties; (ii) the renderer renders services to one or nore
related parties as one of its principal activities; (iii) the
renderer is peculiarly capable of rendering the services and such
services are a principal elenent in the operations of the

recipient; or (iv) the recipient has received the benefit of a
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substantial anmount of services fromone or nore related parties
during its taxable year. See id.

During the years in issue, petitioner rendered marketing
services to the unrelated otros growers simlar to the marketing
services it rendered on behalf of the rel ated Canel os growers;
therefore, the services petitioner rendered on behalf of the
Canel os growers are considered an integral part of petitioner's
busi ness activity. Sec. 1.482-2(b)(7)(i), Incone Tax Regs.
Consequently, an arm s-length charge for the marketing services
rendered by petitioner relating to the SCP deal would be an
anount that petitioner charged or woul d have charged an unrel ated
party for the sane or simlar services in an independent
transacti on under simlar circunstances, considering all relevant
facts. Sec. 1.482-2(b)(3), Incone Tax Regs.

Petitioner contends that the comm ssion rate it charged in
the SCP deal constituted an armis-length rate. Respondent
contends, however, that a party dealing at armis I ength on behal f
of petitioner would not have accepted the SCP deal.

Expert Testi nony

I n support of their respective positions, each party has
submtted the testinony of an expert w tness or expert w tnesses
relating to what constitutes an armi s-length charge for the

services petitioner rendered on behalf of the SCP deal.



Petitioner's Expert Wtness

Petitioner submtted the expert report of Dr. Roberta Cook
(Dr. Cook). She has a Ph.D. in agricultural economcs and is
enpl oyed as an extension econom st in the Departnent of
Agricul tural Economcs at the University of California-Davis.
Dr. Cook's mmjor area of specialization is fresh fruit and
veget abl e marketing. She also works in the broad area of food
distribution. Dr. Cook concluded that, taking into consideration
the nature and vol une of the products, as well as the functions
performed and the risks assuned in petitioner's operations,
petitioner was charging its related growers a conm ssion rate
consistent wth industry standards and in accordance with section
1.482-2(b)(3), Incone Tax Regs.

In assessing the arm s-length nature of petitioner's
comm ssion rate, Dr. Cook considered: (1) Produce distribution
i ndustry standards; (2) distribution agreenents between
petitioner and unrel ated parties, particularly SCP, but also Bud
Ant| e, Apache, Van Dyke, and the otros growers; (3) conparable
agreenents between other unrelated parties (specifically Fresh
Choice); (4) the nature of the products being distributed; (5)
the volune of products being sold; (6) the types of functions and
services perfornmed; and (7) the risks assunmed by the parties to
the agreenents. Dr. Cook stated that the SCP contract was a

third-party grow ng/ marketing agreenent between SCP, petitioner,
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and the Canel os growers. Dr. Cook concluded that conparable
produce distribution agreenments between unrel ated parties

provi ded the nost reliable basis for establishing an arm s-length
commi ssion for petitioner. According to Dr. Cook, taken as a
whol e, the third-party agreenents and other industry agreenents
whi ch she consi dered provi ded substantiation for the arm s-1ength
nature of the conm ssions petitioner earned during the years in

i ssue.

Dr. Cook stated that when petitioner entered into the SCP
contract wwth Dole, petitioner agreed to a conm ssion rate that
was favorable given the |arge volunmes that were expected to
materialize. According to Dr. Cook, in the | ownmargin food
i ndustry, firms make their profits on volune. Dr. Cook asserted
that comm ssion rates are typically higher when distributors
provi de growers with advances to fund capital needs for planting,
harvesting, packing, and transportation. Dr. Cook noted that for
the years in issue SCP, not petitioner, advanced funds to the
Canel os growers.

According to Dr. Cook, for Nogales distributors of Mexican
(dom nated by Sinal oan) fresh produce, the common range of
conmm ssions was 5 to 12 percent of the gross selling price. She
asserted that the larger the volunmes handl ed and the fewer the
services provided by the distributor, the | ower the conmm ssion

rate. She stated also that the financing of production,
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harvesting, and packing costs are the main services that caused
conmm ssion rates to be on the high end of the range. Dr. Cook
further stated that sonme U.S.-based distributors also offered
extensi ve technical assistance in the formof production nethods
to their Mexican growers, and many had field staff operating in
Mexi co. She asserted that where those costly services were
provi ded, they were reflected in the comm ssion rates, sonetines
reaching 10 to 12 percent. According to Dr. Cook, when a
di stributor does not provide grower financing, the range is nore
likely between 5 and 10 percent; and when production-rel ated
techni cal assistance is not involved, the range tends to be
between 5 and 8 percent. She stated further that volune, i.e.,
the overall size of the deal, also significantly affects the
rate. Dr. Cook stated:

In this case, it was SCP/ Dol e that funded advances to

the Rel ated Growers and thus bore the cost of tying up

this capital. |In addition, the SCP Deal was a | arge

vol une deal and econom es of scale were applicable.

GAC provided no production technical assistance or

field personnel; while Dole itself perforned part of

the marketing services, via | oaned sal esnen and trade

advertising.'® Gven these factors, GAC woul d not be

expected to receive a conmm ssion at the upper end of

the industry range. Rather, it is nmy opinion that

given the | arge expected vol unes and uni que character

of the SCP Deal, if a percentage commi ssion rate would

have been utilized, it would likely have been on the

| oner end of the typical range observed in Nogal es,

approximately 6 percent.

Dol e provided one to two sal esnen that worked at GAC s
office in Nogal es selling produce for GAC. These sal esnen
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were paid by Dole and were effectively |oaned to GAC to help
mar ket SCP Deal produce through Dol e connecti ons.

Thus, Dr. Cook concluded that petitioner's conm ssion rate of 55

cents per package was reasonably simlar to the rate that would

have been charged by an uncontrolled distributor negotiating with
an uncontrol |l ed grower under simlar circunstances.

Respondent's Expert Wtnesses

Respondent submitted the expert report of Dr. Frisch. He
has a Ph.D. in econonmcs fromHarvard University and is a
managi ng director at Horst, Frisch, Cowery & Finan, Inc., an
i ndependent econom c consulting firmspecializing in transfer
pricing and other tax-related matters. Dr. Frisch's field of
expertise is international tax in general and transfer pricing
specifically. Dr. Frisch concluded that the conm ssions
petitioner received fromthe SCP deal during the years in issue
were not arm s | ength.

Dr. Frisch asserted that the fact that petitioner's
commi ssion rate was nmentioned in the SCP contract does not inply
that the rate is armis length. Dr. Frisch stated that the owners
of the Canel os group were interested in the group's overal
profits fromthe SCP contract and, therefore, they m ght have
been willing to accept a below arnis-length conm ssion rate for
petitioner inasmuch as the Canel os organi zati on as a whol e woul d

receive offsetting benefits fromother provisions of the SCP
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deal. Therefore, had petitioner been independent, it m ght not
have been willing to accept the conm ssion rate specified in the
SCP contract. According to Dr. Frisch, the comm ssion paid to
petitioner was just one piece of the financial arrangenent

bet ween Dol e and the Canel os group. He stated: "Wile the
arrangenent as a whole was clearly arnis length, it is not
possible to tell directly whether any one piece of it, taken in
i sol ation, was sonmething to which arm s-length parties would
agree. "

Dr. Frisch disagreed wwth Dr. Cook's opinion that the Van
Dyke, Apache, or Bud Antle transactions were conparable to
petitioner's transactions with the otros growers. Dr. Frisch
stated that petitioner did not performthe sane functions for Van
Dyke as it performed for the Canel os growers or for the otros
growers. In particular, the Van Dyke transactions did not
i nvol ve border-crossing activities, Van Dyke did its own
war ehousing, and it arranged for the buyers to pick up the
produce fromits facilities.

As for the Apache transactions, Dr. Frisch stated that those
transactions are not conparable to the SCP deal because the
mar ket for "off-grade"” tonatoes handl ed by Apache was
significantly different fromthe market for the high-quality
tomat oes distributed by petitioner. 1In the "off-grade" narket,

the custonmers consi st of buyers who are interested in a val ue
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buy, not in the quality of the product. Thus, Dr. Frisch
concluded, it would be inappropriate to use Apache's transactions
as conparables for petitioner's transactions wth the Canel os

gr owers

Wth respect to Bud Antle, Dr. Frisch asserted that, because
Bud Antle was related to SCP and Dole, the comm ssions paid to it
for marketing the Canel os growers' celery, lettuce, and brussels
sprouts may have been affected by other aspects of the
rel ati onship between SCP and the Canel os group. Additionally,

Dr. Frisch also stated that, because petitioner and Bud Antle
shared the commi ssions, it was not clear that Bud Antle perforned
the full range of marketing functions; instead, it may have
merely assisted petitioner.

Dr. Frisch concluded that the 10-percent comm ssion rate
petitioner charged the otros growers was consistent with the 8-
to 12-percent comm ssion rates U. S. distributors charged for
sel |l ing Mexi can produce in Nogal es, Arizona, and other places as
stated in a study entitled "Conpetition in the U S. Fresh
Veget abl e I ndustry", witten by John A VanSickle, Em|
Bel i basis, Dan Cantliffe, Gary Thonpson, and Norm Cebker, and
publ i shed by the U S. Departnent of Agriculture, Economc
Research Service, Agricultural Econom c Report No. 691 (July
1994). Dr. Frisch stated that petitioner's conmm ssion rate

received fromthe otros growers was generally in line with
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i ndustry averages. He asserted that the comm ssion rate paid by
the otros growers for petitioner's services was sinply the 10
percent of sales actually paid by those growers to petitioner.

He believed that the fact that petitioner paid a portion of the
commi ssions to the Canel os growers does not change that fact. He
asserted that petitioner would not have nade the paynent to the
Canel os growers had petitioner been an independent party
operating at armis length. Dr. Frisch concluded that the

commi ssion rates paid by the otros growers provide the best

evi dence of an arm s-length comm ssion rate for petitioner.

Dr. Frisch stated that petitioner perforned essentially the
sanme functions for the otros growers as it perforned for the
Canel os growers. He stated that one difference in the
transactions consisted of the quantities involved--over the years
in issue, the otros growers accounted for approximtely 3.3
percent of the total produce sold by petitioner, wth the Canel os
growers accounting for the rest. According to Dr. Frisch, the
normal practice for produce distributors was to charge the sane
commi ssion to large growers as to small growers. Thus, he
stated, the fact that the Canel os growers were |arger than the
otros growers does not inply that they would pay different
comm ssion rates to an unrel ated nmarketer. Consequently, Dr.
Frisch concluded that no adjustnment to the otros growers'

comm ssion rate was needed for the difference in vol ume.
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According to Dr. Frisch, an adjustnment to the otros growers
commi ssion rate was needed to account for a difference in the way
in which petitioner forwarded the funds it received fromthe
buyers on behal f of the Canel os growers. He stated that, for the
otros growers, petitioner generally sent the funds to the growers
approxi mately 30 days after the date of sale. However, for the
Canel os growers, SCP lent working capital which petitioner
advanced to the growers; after the sale of the produce,
petitioner imrediately credited the net anount, after expenses
and comm ssion, fromthe growers' outstandi ng bal ances instead of
actually sending noney. Thus, Dr. Frisch concluded, the Canel os
growers ended up paying less interest to petitioner than they
woul d have had petitioner waited approxi mately 30 days before
giving the growers credit for the sale. He asserted that
petitioner accordingly enjoyed a 30-day tine-val ue-of - noney
advantage with the otros growers that it did not have in its
dealings with the Canel os growers. Dr. Frisch said that the
Canel os growers would be in an equival ent position if petitioner
charged the Canel os growers the 10-percent rate with the otros
growers' paynent terns, or if it charged theman 11-percent rate
with the actual paynment ternms it used for the Canel os growers.

Dr. Frisch asserted al so that an adjustnent to the otros
growers' comm ssion rate was needed to account for a service

petitioner performed for the Canelos growers that it did not
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performfor the otros growers. |In 1989 and 1990, petitioner nade
payments of $50, 000 and $100,000 to M. Cecilio Espinosa (M.

Espi nosa), an enpl oyee of the Canel os brothers, or an entity
controlled by themother than petitioner. Those paynents were
related to his activities in managi ng Canel os growers | ocated in
the Baja. According to Dr. Frisch, as a marketer, petitioner
woul d not have nmade such paynents to an enpl oyee of an unrel ated
group of growers (and did not make such paynents to the otros
growers).

Dr. Frisch stated that the adjustnents he nade i nproved the
conparability of the otros growers' conm ssions and the Canel os
growers' conmm ssions by accounting for the latter two differences
in the transactions between petitioner and the Canel os growers
and petitioner and the otros growers. He calculated that an
arm s-1ength comm ssion for petitioner for the years in issue
woul d have been 94 cents when expressed as a per-package rate, or
11. 06 percent when expressed as a percentage of sales.
Accordingly, Dr. Frisch concluded that petitioner's comm ssions
for the years in issue in total would have been $7, 030, 000 hi gher
had petitioner been treated in an arm s-length fashion by the
Canel os growers. His calculation of the increase in conm ssion

i ncone for each year is as foll ows:



- 50 -

EYE Amount.
6/ 30/ 89 $1, 307, 000
6/ 30/ 90 3, 538, 000
6/ 30/ 91 1, 153, 000
6/ 30/ 92 1, 032, 000

Tot al 7,030, 000

Dr. Frisch used a profit-split analysis and a conpari son
with industry averages to test the reasonabl eness of his
conclusions. He stated that the two reasonabl eness tests
confirmed that applying the otros growers' comm ssion rate, with
adjustnments, to petitioner's related-party transactions woul d
result in petitioner's earning appropriate |evels of incone
during 1989 through 1992. Further, he stated, those tests
indicate that petitioner's incone |levels as reported on its tax
returns for the years in issue were not consistent with arm s-
| engt h behavior. Therefore, Dr. Frisch concluded that it was
necessary to adjust petitioner's comm ssions in order to make
them consistent with the arm s-1ength standard.

Respondent al so submtted the expert report of Enrique E
Figueroa (Dr. Figueroa). He has a Ph.D. in agricultura
econom cs fromthe University of California-Davis and is enpl oyed
as a research associate for the Departnent of Agricultural
Resource and Manageri al Econom cs at Cornell University. Dr.

Fi gueroa provi ded general background information on the produce

i ndustry.



Di scussi on

Petitioner contends that the SCP contract is an arm s-length
agreenent between two unrelated parties (i.e., petitioner and
SCP) and, therefore, section 482 does not apply in the instant
cases. On brief, respondent contends, on the other hand, that
the SCP contract represents a conplicated arrangenent in which
petitioner functioned as a nenber of a conbi ned group, not as an
i ndependent negotiating party. The real issue, respondent
asserts in effect, is whether the incone petitioner reported on
its U S. corporate incone tax returns for the years in issue
pertaining to the SCP deal constitutes a reasonable allocation of
petitioner's share of the Canel os organi zation's overall incone
fromthat deal for those years. The parties have stipul ated that
petitioner and the Canel os growers are controll ed taxpayers
within the neaning of section 1.482-1(a), |Incone Tax Regs.

Wiile, on its face, the SCP contract was between Dol e and
petitioner, we are persuaded that, in substance, it was not
nmerely between those two parties. Rather, in our view, the SCP
deal, to which the SCP contract related, constituted a joint
venture between Dole on the one hand and the Canel os organi zati on
on the other. It is clear fromthe record that Dol e considered
petitioner and the Canel os growers to be indivisible conponents
of the Canel os organi zation and that it was with the Canel os

organi zation that Dole agreed to do business. The conm ssion
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payable to petitioner was nerely one part of the overall earnings
due the Canel os organi zation relating to the SCP deal. How the
Canel os organi zation internally allocated its share of the incone
generated by the SCP deal was inconsequential to Dole as |ong as
Dol e received its agreed-upon share of the joint venture's
earnings. Thus, the question for decision is whether the incone
the Canel os growers allocated to petitioner pertaining to the SCP
deal for the years in issue clearly reflected its share of the
conbi ned i ncone of the controlled taxpayers. Accordingly,
contrary to petitioner's assertion, section 482 does apply in the
i nstant cases.

We nust deci de whether the comm ssion rate paid petitioner
in the SCP deal represents an arm s-length charge for its
services. |If it does not, then we nust deci de what woul d be an
arm s-length charge for those services.

Arml s-Length Conmi ssion Rate

Petitioner contends that M. Canel os and M. Ml donado
negotiated a fair conm ssion rate for the services petitioner
rendered relating to the SCP deal, considering the expected
vol une, industry standards, and the anount SCP was wlling to
pay. Petitioner maintains that it wanted the hi ghest possible
commi ssion it could obtain because the Canel os group kept 100
percent of any comm ssion petitioner received but received only

55 percent of any farmng profits.
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Respondent contends that petitioner's 55-cent-per-package
comi ssi on rate!® was not negotiated at arm's length given that it
did not even cover petitioner's fixed costs. Respondent contends
that the Canel os group agreed to an unprofitable comm ssion rate
for petitioner because they believed petitioner's | osses would be
of fset by earnings fromthe SCP deal of other nenbers of the
Canel os organi zati on.

Petitioner counters that, although M. Canel os was aware
generally of the comm ssion rate that petitioner would need to
break even, he reasonably believed, on the basis of Dole's
projections and the representations it would pronote the Canel os
growers' produce and increase sales, that petitioner could nmake a
profit under the SCP deal. Petitioner contends that had vol une
i ncreased as Dol e projected, petitioner's | osses woul d have been

el i m nat ed.

®petjtioner asserts that the 55-cent-per-package commi ssion
rate converts to a rate of 6.6 percent of sales using a weighted
average package price of $8.31 per package over the years 1989
t hrough 1992. Petitioner asserts further that the per-package
rate would convert to a rate of 7.4 percent of sales if the
unusual ly high 1990 prices were ignored. Respondent disputes the
accuracy of petitioner's percentage-of-sales cal cul ati ons because
the anbunts are cal cul ated on total Canel os growers' proceeds,
not proceeds relating to sales nade by petitioner. Respondent
does not indicate what the percentage-of-sales calculations would
be on the basis of corrected sales data. The precise percentage
rate to which the 55-cent-per-package rate would equate is not in
issue in the instant cases. All we need know is that the 55-cent
rate is substantially | ess than the 10-percent rate that was paid
by the otros growers.
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Respondent mai ntai ns, however, that by the first year in
issue, it was unrealistic for petitioner to continue to rely on
Dol e's projections. Respondent contends that under simlar
ci rcunst ances an i ndependent party woul d have demanded an
i ncreased comm ssion rate before permtting the SCP contract to
renew automatically at the end of its initial 5-year term
Petitioner, however, did not termnate the SCP contract even
t hough the comm ssion rate did not cover petitioner's expenses.

We agree with respondent that a party operating at arns
l ength woul d not have continued in the SCP contract under the
terms of that contract. W are persuaded that, even before the
years in issue, the Canel os group could not reasonably have
expected to achieve the volune of 10 mllion boxes projected by
Dol e. Petitioner never had a profitable year while the SCP
contract was in effect. W doubt that an unrelated third party
woul d have been wlling to continue in a simlar unprofitable
arrangenment. In our view, fromthe inception of the SCP deal the
Canel os brothers were not concerned with whether petitioner on
its own realized a profit fromthe SCP deal but, rather, whether
t he Canel os organi zation as a whole prospered fromthe
arrangenment. Canel os-owned or controlled entities were invol ved
in, and conpensated for, all phases of the SCP deal i ncluding
provi di ng seed, cartons, and chem cals (Apollo), grow ng and

packi ng the produce (Canel os Hermanos, Frutave, Adhota, or
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Productora), |oading and unloading it (SUNCO, transporting it
(Transportes), and distributing it (petitioner). The expenses
related to the operations of those other entities, and we assune
sone profit to them were paid from sal es proceeds before
calculating any profit or loss split.

We are persuaded that had petitioner been an unrel ated
party, it would never have agreed to retain the 55-cent-per-
package conm ssion rate for the years in issue. W conclude that
t he 55-cent - per-package conm ssion rate did not constitute an
arms-length rate. The question then is what conmm ssion rate an
unrel ated party woul d have accepted for its services in the SCP
deal .

Respondent contends that the otros growers' 10-percent
conmi ssion rate serves as the best evidence of an arm s-1length
charge for the services petitioner rendered in the SCP deal. The
otros growers were unrel ated custoners of petitioner. Respondent
contends that petitioner's functions for the otros growers were
inall inportant respects the sanme functions that petitioner
performed for the Canel os growers. Respondent maintains that, to
be conparable, the 10-percent comm ssion rate required only two
adj ustnents to account for two additional services that the
Canel os growers received that the otros growers did not.

Accordi ngly, respondent contends, for its services in the SCP

deal petitioner should have charged a conm ssion rate of 11.06-
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percent-of-sales for the years in issue, which equates to a per-
package rate of 94 cents.

Petitioner denies that the otros growers' conmssion rate is
t he best evidence of an arms-length charge for the services
petitioner performed in the SCP deal but maintains that the otros
growers' conmm ssion rate is only one of several comm ssion rates
(i.e., rates charged by Bud Antle, Fresh Choice, Apache, and Van
Dyke) that nust be adjusted before being considered reasonable
conparables. Petitioner contends that the 11.06-percent-of-sales
comm ssion rate suggested by Dr. Frisch, and adopted by
respondent at trial, is based on flawed net hodol ogy and
i nsupportabl e assunpti ons.

Petitioner agrees that the services it perfornmed for the
otros growers were simlar to the services it perfornmed for the
Canel os growers. Petitioner, however, asserts that it provided
additional services to the otros growers that Dr. Frisch did not
take into account, such as providing technical assistance and
advances in kind (boxes and seeds), as well as providi ng noney
advances. Petitioner contends further that Dr. Frisch
i nappropriately adjusted the otros growers' conm ssion rate
upward to account for a service that Dr. Frisch thought
petitioner provided for the Canelos growers that it did not
provide for the otros growers; i.e., that petitioner made funds

avail able to the Canel os growers i mmedi ately upon the sale of the
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produce, whereas petitioner delayed making funds available to the
otros growers until 30 days after the sale. Petitioner

mai nt ai ns, however, that it credited all growers' accounts

i mredi ately upon sale. Therefore, petitioner contends, any use
of a float adjustnment would be arbitrary and i nappropri ate.

Petitioner also contends that Dr. Frisch did not adjust the
otros growers' conmm ssion rate to reflect the distinction and
character of the per-box rate structure used for the SCP deal as
contrasted wth the percentage of sales fee structure used for
the otros growers' transactions. Petitioner asserts that Dr.
Frisch used an after-the-fact analysis of a | ow vol unme percentage
comm ssion rate structure to conpare to a high-vol une per-box
rate structure.

Petitioner contends that in the produce industry econoni es
of scale justify volune discounts, and that Dr. Frisch
erroneously failed to adjust the otros growers' comm ssion rate
for vol unme considerations.

Petitioner contends also that Dr. Frisch failed to adjust
the otros growers' commssion rate to reflect the type of produce
sold by the otros growers that had different handling and
di stribution considerations than the fresh tomatoes sold by the
Canel os growers.

Respondent contends, on the other hand, that in arriving at

her conclusions Dr. Cook did not place inportance on: (1) The
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relati onships to each other of the contracting parties, (2) any
conpensati on under the contract in addition to the conmm ssion,
(3) how the cost structure and financial position of the alleged
conpar abl e conpares to petitioner's cost structure and financi al
position, and (4) whether the parties to the contract exam ned
actually perfornmed the sane services as did petitioner.
Respondent al so contends that there are inaccuracies in Dr.
Cook' s cal cul ati ons.

Respondent contends that Bud Antle's arrangenents with the
Canel os growers and with its donestic growers varied
significantly frompetitioner's arrangenent under the SCP dea
and, therefore, the Bud Antle conm ssion rate cannot serve as a
reliable conparable in determning petitioner's arm s-1length
comm ssion rate. Respondent asserts that Bud Antle received a
share of the profits under its arrangenents or received
conpensation in addition to its conmssion; it operated as part
of Dole, making its transactions with SCP rel ated-party
transactions; and it did not perform any border-crossing
services. Petitioner counters that the Bud Antle anendnent is a
reliable conparable for petitioner's comm ssions relating to the
SCP deal. Petitioner maintains that the 34-cent- per-package
conm ssi on was i ndependent of the profit split and that the
conmm ssion was paid for Bud Antle's selling services. According

to petitioner, Bud Antle received its share of the profits, not
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directly through the Bud Antle anendnent, but indirectly through
SCP because Bud Antle's farm ng operations were part of the SCP
deal and SCP provided financing for the Bud Antl e deal.
Petitioner contends that the Bud Antle Purchase Agreenent also is
a reliable conparable for simlar reasons. Petitioner further
contends that Bud Antle is not related to petitioner and that
petitioner had nothing to do with Bud Antle's selling function,
which is conparable to petitioner's selling function.
Additionally, petitioner contends that the | ack of a border-
crossing function does not prevent Bud Antle's other donestic
deal s from being conparable to the SCP contract, because the
border-crossing costs are a direct charge borne by the grower.

W agree that Bud Antle's comm ssion rate in the Bud Antle
amendnent and the Bud Antle Purchase Agreenment is not a reliable
conparabl e for petitioner's commssion rate in the SCP deal. Bud
Antle was related to Dole. Therefore, the 34-cent-per-package
conmi ssion rate was not bargained for at armis | ength.
Furthernore, Bud Antle received additional conpensation through a
share of the profits and the $35, 000 paynent that petitioner did
not receive.

Petitioner also contends that the Fresh Choi ce conm ssion
rate constitutes a conparable for petitioner's commssion in the
SCP deal. Respondent contends that the Fresh Choice joint

venture i s not conparabl e because it varied significantly from
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petitioner's arrangenent under the SCP contract. Respondent
contends that Fresh Choice received nore than the 55-cent

conmi ssion rate because Fresh Choice received a share of the
produce sale profits, a marketing fee, and interest on working
capital |l oans which petitioner did not receive. Respondent
asserts further that Fresh Choice's fixed costs cannot be
conpared to petitioner's fixed costs. Petitioner contends that
in the Fresh Choice joint venture there were three transactions
(equity contribution, equity line of credit, and distributing
services) for which there were three forns of consideration
(profit share, interest, and conm ssion). According to
petitioner, the 55-cent comm ssion rate Fresh Choice received
related only to its distribution function.

We agree with respondent that the additional conpensation
Fresh Choi ce received that petitioner did not receive nakes Fresh
Choi ce's conm ssion rate an unreliable conparable for
petitioner's comm ssion rate in the SCP deal.

Petitioner also points to the 5-percent-of-gross-sal es
comm ssion with 15-cent-per-box handling charge Apache charged
the Canel os growers for selling their No. 2 grade tomatoes as a
reasonabl e conparable to petitioner's 55-cent-per-package
commission rate in the SCP deal. Petitioner contends that Apache
provi ded the sanme major distribution services for the Canel os

growers that petitioner provided.
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Respondent contends that Apache's charges cannot serve as a
conparable to petitioner's comm ssion for the SCP deal because
Apache had | ower costs, received part of its income fromthe
actual purchase and resal e of produce, received special benefits
fromthe Canel os group, had the use of mllions of dollars of the
Canel os group's funds for several nonths until the funds were
transferred, and sold to a different market than the one to which
petitioner marketed. Respondent contends further that Apache is
not a reliable conparabl e because, although it did not
technically belong to the Canelos group, it had very close ties
to petitioner and the Canel os group, and it operated as a speci al
preferred entity of the Canel os group.

In our view, the additional conpensation Apache received in
the formof interest earned on the Canel os growers' funds and the
addi tional benefits Apache received frompetitioner in the form
of unconpensat ed services petitioner perfornmed for Apache render
t he Apache commi ssion an unreliable conparable for petitioner's
comm ssion rate in the SCP deal. The fact that Apache's
comm ssion rate for its other custoners varied between 7 and 12
percent, depending on the services rendered, and indications in
the record that Mexican growers typically paid a higher

conmi ssion rate for simlar distribution services!’ further

YI'n her witings, Dr. Cook has placed the comnission rates
(conti nued. ..)
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denonstrate that the 5-percent conmm ssion rate Apache charged the
Canel os growers was not a reliable conparable for the SCP deal,
especially in light of the fact that a 5-percent comm ssion rate
woul d have resulted in even higher |osses than petitioner already
incurred at the 55-cent-per-package rate.

Petitioner also contends that the Van Dyke conm ssion rate
of 8 percent of sales constitutes a reliable conparable for
petitioner's 55-cent-per-package rate. Respondent contends that
the Van Dyke comm ssion rate is not a reliable conparabl e because
the Van Dyke deal was a limted nelon deal for which petitioner
provi ded fewer services, especially border-crossing services,
than it provided for the Canel os growers in the SCP deal .

W agree that the 8-percent conmssion rate is not a
reliable conparable. Petitioner performed no services for Van
Dyke other than marketing activities and | oadi ng and unl oadi ng
services, for which Van Dyke rei nbursed petitioner. Van Dyke
handl ed t he warehousi ng and transporting of the nelons. The Van
Dyke contract did not involve border-crossing activities.

Mor eover, Van Dyke reinbursed petitioner for the salary of one of

7¢. .. continued)

charged by distributors to Mexican growers at 8 to 12 percent.
The data on which Dr. Cook relied for those nunbers cane fromthe
Conf ederaci on de Asoci aci ones Agricol as del Estado de Sinal oa
(CAADES) the | argest Mexican grower association, and fromthe
Mexi can growers thensel ves.
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petitioner's enployees maki ng the Van Dyke comm ssion, in effect,
9.5 percent of sales.

We are persuaded that the 10-percent conm ssion rate paid by
the otros growers is the nost reliable conparable conm ssion rate
for the marketing services petitioner rendered in the SCP deal .
Petitioner performed substantially the sanme marketing services
for the otros growers as it perfornmed for the Canel os growers.
The otros growers were not related to any of the principals in
the SCP deal. Consequently, negotiations between petitioner and
the otros growers were at arms length. The otros growers al so
are Mexican growers. Consequently, their circunstances are nore
simlar to the Canelos growers' than to the U. S. growers'. 1In
addi tion, the conm ssion petitioner received fromthe otros
growers served as its only form of conpensation for the marketing
services petitioner rendered on their behalf.

We agree with respondent that the fact that petitioner paid
a portion of the comm ssions to the Canel os growers does not
requi re an adjustnment of the 10-percent commi ssion rate. The
contractual arrangenent petitioner had with the otros growers did
not require that petitioner give them noney advances. The otros
growers, thus, agreed to pay and did pay petitioner the 10-
percent comm ssion rate regardl ess of whether petitioner advanced
themfunds. Petitioner's actions in forwarding to the Canel os

growers the difference between the 10-percent-of-sal es anbunt and
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t he 55-cent - per-package anmount did not affect the fee the otros
growers owed petitioner for services rendered on their behal f.

In its briefs, petitioner ignored the adjustnment Dr. Frisch
made to account for the paynments petitioner made to M. Espinosa
in 1989 and 1990 for services he rendered on behalf of the
Canel os brothers or an entity controlled by them other than
petitioner relating to the Canel os growers |ocated in the Baja.
In our view, an unrelated party would not have nade those
paynments to M. Espinosa w thout seeking rei nbursenment fromthe
Canel os growers. W believe, however, it is not appropriate to
make an adjustnent in the comm ssion rate for the years in issue
to account for those paynents especially in light of the fact
that those paynments were not made throughout the years in issue.
Rat her, we believe that, had petitioner not been related to the
Canel os growers, it would have sought direct reinbursenent from
them for the paynments it made on their behalf to M. Espinosa,
simlar to the reinbursenent petitioner sought and obtained from
t he Canel os growers and the otros growers when it paid other
expenses relating to their operations. Accordingly, we believe,
and so hold, that the adjustnent for paynents to M. Espinosa
should come in the formof a direct reinbursenent to petitioner
in the amount of the paynent.

Petitioner contends that no adjustnment is needed for the

time value of noney because it credited all growers' accounts at
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the tinme of sale. Petitioner ignores the fact that it stipul ated
that an additional service it performed for the Canel os growers
that it did not performfor the otros growers was to nake sal es
proceeds avail able for imedi ate di sbursenent as soon as sal es
were made. Dr. Frisch's 1-percent tinme-val ue-of-noney adj ustnment
is aimed at that additional service and appears justified.
Petitioner has presented no data to support a |ower adjustnment
for this factor; therefore, we accept the anmount propounded by
Dr. Frisch.

We do not agree with petitioner that an adjustnent to the
10- percent comm ssion rate i s needed for volune considerations.
We believe that, bargaining at armis length, no unrelated party
would be willing to grant a vol ume di scount which would result in
its consistently operating at a loss. W also are persuaded that
no adjustnent is needed to reflect the variance between the type
of produce petitioner sold for the otros growers and the type of
produce petitioner sold for the Canel os growers. The record does
not provide sufficient evidence to support the use of that
adjustnent or, if it were appropriate, to quantify the anmount of
the adjustnment. Simlarly, the record does not provide
sufficient data to quantify adjustnents petitioner clains are
needed to account for alleged additional services it perforned
for the otros growers that it did not performfor the Canel os

gr owers.
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Furthernore, we do not agree with petitioner that a | ower
commission rate is justified because petitioner did not provide
funding for the SCP deal. SCP lent noney to petitioner with
whi ch to make those advances. Petitioner was principally
responsi bl e for repaynent of those |loans and for paynent of the
interest due on them W are persuaded that an unrelated party
under simlar circunstances woul d demand a comm ssion rate in the
hi gher range.

Accordingly, on the basis of the foregoing, we hold that for
the years in issue incone should be reallocated to petitioner in
a manner to effect a conmssion rate of 11 percent of sales for
the SCP deal produce petitioner sold during those years. |In
addition, for 1989 and 1990, inconme should be reallocated to
petitioner in the anobunt of any paynents petitioner nade to M.
Espi nosa on behal f of the Canel os growers.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.
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Appendi x

The parties settled some of the adjustnments determned in the
notices of deficiency dated Sept. 28, 1995, and Feb. 23, 1996, as
fol | ows:

1. Petitioner nust recognize additional "other
m scel | aneous i ncone" for year ending June 30, 1989, in the
amount of $38, 731.

2. Petitioner nust recognize additional "farm contract
i ncone" for year ending June 30, 1989, in the amount of $15, 456.

3. Petitioner nust recognize "inconme fromthe sale of
property” for year ending June 30, 1989, in the anount of
$14, 290.

4. Petitioner nust recogni ze "unreported comm ssion incone"
for year ending June 30, 1990, in the anmount of $42, 787.

5. Petitioner nust recognize "pallet income"” for years
endi ng June 30, 1989 and 1990, in the anpbunts of $17,852 and
$3, 538, respectively.

6. Petitioner is entitled to "foreign comi ssion expense"
deductions for years ending June 30, 1989 and 1990, in the
amount s of $50, 000 and $100, 000, respectively.

7. Petitioner has no "unrel ated grower incone" for years
endi ng June 30, 1989, 1990, and 1991.

8. Petitioner nust recognize "conmm ssion income--unrelated
growers" for years ending June 30, 1989, 1990, and 1991, in the
anounts of $17, 340, $27,475, and $184, 616, respectively.

9. Petitioner is entitled to deductions for "Mexican | abor
expenses” for years ending June 30, 1989, 1990, 1991, and 1992,
only in the amounts of $36, 840, $33, 095, $48, 243, and $30, 245,
respectively.

10. Petitioner is entitled to deductions for "l egal
expenses" for years ending June 30, 1989, 1990, and 1991, only in
t he anmbunts of $15,700, $12,000, and $19, 900, respectively.
Petitioner is entitled to a deduction for "legal and accounting
expenses” for year ending June 30, 1992, only in the anount of
$17, 177.
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11. Petitioner is entitled to deductions for "bad debt
expense" for years endi ng June 30, 1989, 1990, 1991, and 1992,
only in the anbunts of $164, 000, $49, 201, $130, 869, and $4, 342,
respectively. Although respondent concedes this issue in the
i nstant case, respondent does not agree that absorption of the
bad debt expenses by petitioner, the produce distributor, for the
grower is a practice common in the produce industry, but
continues to maintain the positions that (1) a produce
distributor's absorption of the bad debt expense for the grower
is not a practice conmon in the produce industry, and (2) any bad
debt expense absorbed by petitioner can be taken into account
when cal cul ating the section 482 conm ssion adjustnments and/ or
additions to tax or penalties.

12. Petitioner nmust recognize a $525,000 gain for year
endi ng June 30, 1990, fromthe sale of the RCLA Division to
Al ejandro Canelos. In addition, petitioner does not have to
recogni ze any gain fromthe sale of the RCLA Division for year
endi ng June 30, 1991, and petitioner is not |iable for any
penal ty under section 6662(a) for year ending June 30, 1991,
relating to the sale of the RCLA Division property. Petitioner
is liable for a penalty under section 6662(a) for a substanti al
val uation m sstatenent as described in section 6662(e) for year
endi ng June 30, 1990, relating to the $525,000 gain on the sale
of the RCLA Division property.

13. Petitioner is entitled to a deduction for "depreciation
expense" for the year ending June 30, 1991, only in the anmount of
$214, 798.

14. Petitioner is entitled to a "net operating | osses”
deduction for year ending June 30, 1989, in the anount of
$651,171. The $651, 171 is the entire allowabl e "net operating
| osses” deduction arising fromyears prior to year ending June
30, 1989. Unless this Court's determ nation of the unresol ved
issue in the instant cases results in a "net operating |oss" for
any of the years ending June 30, 1989, 1990, or 1991, petitioner
will not be entitled to carry forward any "net operating | osses”
to year ending June 30, 1992.

15. Petitioner nust recognize "additional inconme" for year
endi ng June 30, 1992, in the anmount of $19, 645.

16. Petitioner is entitled to a deduction for "charitable
contributions"” for year ending June 30, 1992, only in the anount
of $4, 470.
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17. Petitioner nust recognize additional "interest incone",
conput ed under section 482, for year ending June 30, 1989, in the
amount of $150,000. The $150,000 is subject to an addition to
tax under section 6651(a)(1). The additions to tax under
sections 6653(a)(1) and 6661(a) do not apply to the $150, 000.

18. Petitioner does not have to recogni ze any "interest
i ncome”, conputed under section 482, for years endi ng June 30,
1990, 1991, and 1992. The penalties under section 6662(a), (d)
do not apply to the "interest incone", conputed under section
482, for years ending June 30, 1990 and 1991. There are no
additions to tax under section 6651(a)(1) and (2), or penalty
under section 6662(a) relating to the "interest incone", conputed
under section 482, for year ending June 30, 1992.

19. Section 59A controls the environnental tax deducti on,
and that deduction will be cal cul ated based on the Court's final
determ nation as to the taxable incone for years ending June 30,
1989, 1990, 1991, and 1992.

20. For the years in issue, petitioner was a nenber of a
controlled group, as defined in section 1563. The incone tax
brackets, environnental tax exenptions, and any other tax
benefits described in section 1561, will be allocated equally
anong the nenbers of the controlled group as specified in section
1561 for years ending June 30, 1989, 1990, 1991, and 1992. For
years endi ng June 30, 1989 and 1990, the controlled group
consi sted of petitioner and Apollo Produce Distributing, Inc.
For years ending June 30, 1991 and 1992, the controlled group
consi sted of petitioner, Apollo Produce Distributing, Inc., and
RCLA, Inc.



